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Introduction
In recent years, the budgetary activity of the governments of the European Union has been driven by the commitment, contained in the Maastricht Treaty, to co-ordinate their economic policies so as to avoid excessive public deficit. Following the European Councils of Dublin in 1996 and Amsterdam in 1997, the Stability and Growth Pact (SGP) developed the terms of this commitment which is configured around three basic pillars: the broad guidelines of the economic policies, the multilateral surveillance of budget positions, and the excessive deficit procedure.
In the SGP, the Member States pledged to respect the medium-term objective consisting of achieving budgetary positions close to balance or in surplus and to correct excessive deficits as quickly as possible when they occur. The need to maintain deficit and public debt levels within certain preset values has given rise to budget regulation reforms in several countries in order to reinforce the control mechanisms that make it possible to maintain the stability of public finances and detect and correct imbalances as they occur.
Compliance with the budget discipline demands established in the SGP is particularly complex in countries like Spain with a high degree of fiscal decentralisation, where sub-central governments have broad autonomy to decide on budget policies. In these countries, fiscal discipline requires greater co-ordination efforts among the different government levels.
This article analyses the Spanish experience in achieving the financial equilibrium of public administrations between 1998 and 2003 and the institutional mechanisms implemented so that once that equilibrium was achieved, the balanced budget of all public administrations could be maintained with the levels foreseen in the SGP. 1 The term "public administrations" refers to all government entities within the Spanish public administration as a whole.
The first part of the study looks at the relative weight of the different levels of government, expressed in terms of the volume of expenditure managed at each level. It then analyses the process that led to the financial balance of the public sector, from the point of view of the contributions from the central and sub-central governments to this process and from the perspective of the budget income and expenditures items which have been adjusted. Finally, it looks at the tools developed in recent years to coordinate the budget policies of the different public administrations in order to preserve fiscal discipline. The article culminates with some conclusions about the economic context that enabled the discipline of the public administration's accounts and an assessment of the legal initiatives undertaken to preserve the stability achieved.
Institutional distribution of public spending in Spain
In Spain there are two levels of sub-central government: autonomous communities and local administrations. Under the Constitution, they have the autonomy to manage their respective interests.
Autonomous communities are regional entities created under the 1978 Constitution. There are 17 autonomous communities and two autonomous cities whose functions, since their creation, have been broadened, assuming the responsibility for areas formerly falling under the jurisdiction of the central administration.
The economic and administrative weight of autonomous communities varies significantly from one to another, since not all of them have the same administrative competencies and the size of their populations is very diverse, from 290 000 inhabitants in La Rioja to 7 600 000 in Andalusia. In addition to this diversity, in some autonomous communities there are strong feelings of national identity among the population which have earned them some degree of constitutional recognition as "historical communities". In practice, this translates into greater political clout.
The other level of territorial government is local administration, where the differences in the political, administrative and economic influence from one entity to the next are even more pronounced. In Spain there are more than 8 000 municipalities, but 85% of them have fewer than 5 000 inhabitants and account for only 14% of the population, while 40% of the population is concentrated in the 58 municipalities with more than 100 000 inhabitants. Within this group, only six municipalities have more than a half million inhabitants.
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To analyse the relative size of the different levels of government in Spain, we will use the participation of each one of them in the management of total public spending as a reference. This participation and its evolution between 1998 and 2000 is shown in Figure 1 , which shows the percentage of public spending managed by each sub-sector making up the institutional sector of general government, as defined in the European system of national and regional accounts (ESA). Given that, for the purposes of our analysis, we are interested in the breakdown of spending among the different territorial levels, the spending by social security administrations, which in the ESA is treated as an institutional sub-sector, has been broken down into two different groups depending on whether it is managed by the central government or by the autonomous communities. At first glance, without considering who handles the social security spending, we see that in 1998 the central government was responsible for 29.9% of public spending while in 2003 that participation had been reduced to 23.9%. During the same period, the participation of the autonomous communities rose from 16% to 19.4% and that of local government rose from 12.5% to 13.3%.
If we now take into account the level of government responsible for managing social security spending, we see that while decentralisation is less intense than in other components of public spending, in this area too spending capacity has been transferred from the central government to the territorial level. In particular, the process of decentralising the management of health care services was completed in 2002. Until that time, these services were still being managed by the central government for certain territories.
As a result of these processes, in five years the total expenditure managed by sub-central administrations, including health care and social services managed at the territorial level, has risen by almost ten percentage points (from 36% to 45.7%). This means that maintaining the budgetary stability of the public administration as a whole requires, with increasingly greater intensity, the right co-ordination mechanisms among all levels of government.
To complete our analysis of the relative size of the different levels of government, Figure 2 shows the change between 1998 and 2003 in the number of employees at each level at the end of each fiscal year. The employees of the social security system are included in the group to which they pertain -i.e. either central government or autonomous community. While the level of decentralisation was close to 50% from the perspective of the volume of spending administered, from the perspective of the number of public employees, the decentralisation of the Spanish administration exceeds 75%, with autonomous communities being the subsector with the highest number of employees. These data are the result of a decentralisation process in which the sub-central governments have become specialised in the provision of services to citizens (in 2003, 45% of employees worked in education and 31% in health care) while the central government has retained control over capturing financial resources and reassigning them to social sectors and regions.
The contribution of different public administrations to the achievement of budget stability
Throughout the 1980s and the early 1990s, the Spanish economy suffered from serious imbalances which, in terms of public administrations' budgets, took the form of significant budget deficits that reached amounts in excess of 5% of GDP and which did not fall within the limits established in the Maastricht Treaty until 1998. The bulk of the responsibility for this situation lay with the central government which, as seen in Figure 3 , was responsible for 80% of the overall public deficit in 1998. A peculiarity of the central government's deficit was the high financing cost at interest rates which remained above 10% until 1995, as seen in Figure 4 , which reflects the changes in the interest rates on public debt issues of three and ten years between 1990 and 2003. This situation began to be adjusted in the mid-1990s and reached its apex starting in 1998 when the public deficit dropped below 3% of GDP. The two sub-sectors that have contributed most to the achievement of this equilibrium are the central government, which reduced its deficit by 2.1% of GDP between 1998 and 2003, and the social security funds which went from a deficit of 0.3% of GDP in 1998 to a budget surplus of 1% in 2003. The autonomous communities sub-sector, whose joint deficit in 1998 was low, had cut it in half in 2003, but this reduction represented only 0.2% of GDP and was achieved erratically over the period. Finally, local government, whose overall budgets were balanced in 1998, has begun to show minor deficits of 0. If we focus on which components of the public administration's revenues and expenditures have experienced an adjustment, Table 1 shows that the main contribution has come from increased fiscal pressure (up to 1.95% of GDP) and a reduction of interest payments (up to 1.8% of GDP). With regard to increased fiscal pressure, Table 2 provides the details of the changes in these items. The main contributors to this increase were taxes on production and imports (0.71% of GDP) and the social contributions (0.68% of GDP) used to finance the social security system.
The first explanation for the reduction in interest payments can be found in lower interest rates which started to decline in 1996, as seen in Figure 4 . The effects of lower interest rates on the financial burden supported by the budget are exacerbated as the composition of the debt in circulation begins to change when the debt issued years before is gradually replaced by the new debt issued at much lower interest rates. Figure 5, which details the outstanding debt of public administrations by sub-sector and its evolution between 1998 and 2003, demonstrates that the principal beneficiary of the reduction of the interest burden should be the central government, as the one responsible for most of the debt. As the central government's deficit is reduced, the effect of lower interest rates is combined with the effect of the loss of the relative weight of the debt and interest charges with respect to GDP, as the latter increases at a higher rate than the outstanding debt. Besides interest, the other two components of expenditure upon which the adjustment rests are social benefits and the wages and salaries of public employees which, as indicated in Table 1 , together are responsible for spending equivalent to 1% of GDP. On the other hand, the rest of the components of public spending, as a whole, have the opposite effect.
Mechanisms developed in Spain to maintain budget stability
Throughout the 1990s, Spain made certain reforms to the central government's budget procedure designed to reinforce the mechanisms for containing public expenditure, but it was not until 2001 that a first attempt was made to approach the problem of stability from a global perspective, considering it a question of balancing revenues and expenditure (not just a cost containment problem) and treating it as something which affects all public administrations, not just the central government.
In December 2001, budget stability legislation was passed, composed of two laws, one for the central and local government and another for autonomous communities. One of the main objectives was to determine "the procedures necessary for the effective application of the principle of budget stability in accordance with the principles of the Stability and Growth Pact".
3 Because of this connection to the SGP, the law directly incorporates some of the elements of the Pact, such as the objective of reaching nearly balanced or surplus budget situations, the formulation of budget forecasts with time horizons of several years, the reference to national accounting indicators measured according to the Spanish National Accounts, and the express obligation of correcting non-balanced budgets.
The law defines the budgetary stability of public administrations as "a situation of equilibrium or surplus, computed in terms of net lending in accordance with the definition contained in the European System of National and Regional Accounts, and under the conditions established for each Public Administration". 4 The achievement of stability by the general government is organised around a process whose most significant elements are:
• The setting of budget stability objectives by the central government for the entire public sector and partial objectives for each one of the sub-sectors of the public administration (central government, social security, autonomous communities and local government): These objectives are set by the central government unilaterally, but the partial objectives of the autonomous communities and local governments must be shared with the bodies responsible for coordination between the central government and those entities. These bodies are the Fiscal and Financial Policy Council of the Autonomous Communities and the National Commission of Local Administrations. In the case of the autonomous communities, once the central government has set the stability objectives for the subsector, the Fiscal and Financial Policy Council of the Autonomous Communities has to determine the individual objectives for each community. The law states that if an agreement is not reached in this regard within one month, all communities will have to prepare and settle their budgets in a situation of budget equilibrium, at least.
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The law does not establish guidelines for setting the partial stability objectives of the different sub-sectors or for assigning individual objectives to the entities in each sub-sector, which has given rise to tedious debates among different communities or between the communities and the central government regarding how those partial objectives should be set.
• Verification of compliance with stability objectives by an agency of the central government: This is the mission of the General State Comptroller Office, which is the entity responsible for public accounting. To facilitate this task, all public administrations are obliged to provide the information requested of them for this purpose.
• The financial responsibility of the public administrations that contribute to a breach of the commitments assumed by Spain in connection with the SGP: The law holds that those administrations that provoke or contribute to the non-fulfillment of the financial commitments assumed by Spain under the Stability and Growth Pact shall assume the proportional part of the responsibilities derived from such non-fulfillment. It does not establish the procedures for actually doing so. Rather, it merely guarantees the right of the affected entity to be heard in any proceedings initiated against it in this regard.
• The obligation to correct situations of disequilibrium: This obligation requires that the public administration(s) with the imbalanced budget prepare a financial-economic plan to enable them to straighten out their finances in future fiscal years. The plan itself and the implementation of the plan are supervised by the Ministry of the Economy and Finance in the case of local entities, or by the Fiscal and Financial Policy Council of the Autonomous Communities in the case of autonomous communities.
The budget stability law has been in force for too brief a time to make a general assessment of its results, since the law took effect in 2002 for the 2003 budgets, but it is possible to offer some preliminary evaluation based on the experience thus far. The most conflictual aspect so far has been the setting of stability objectives by the central government. Some autonomous communities considered that this authority on the part of the central government encroached upon their financial autonomy and filed an appeal with the Constitutional Court, in addition to expressing their opposition to its application to the Fiscal and Financial Policy Council of the Autonomous Communities. Table 3 shows the objectives assigned to each sub-sector of the general government during the years since the law took effect. The initial approach consisted of maintaining the budgetary equilibrium of autonomous and local entities and offsetting the central government's deficit with the social security administration's surplus. This approach was harshly criticised by some communities, which then demanded the opportunity to present their budgets with deficits as well. As a result of this opposition, the resolutions of the Fiscal and Financial Policy Council of the Autonomous Communities regarding the stability objectives proposed by the central government have always been approved with the dissenting vote of a significant number of communities. 6 Behind the complaints by some autonomous communities lies their disagreement with the lack of transparency in setting the stability objectives and the absence of guidelines for establishing the specific objectives of each administration. With regard to the verification of stability objectives by an agency of the central government, since this mission was assigned to an agency with a good reputation as far as its professional solvency and independence is concerned, the provision of information by local government and autonomous communities has not been a problem. In fact, a resolution of the Fiscal and Financial Policy Council of the Autonomous Communities regulating aspects relative to the provision of information was passed with no votes against.
The only complaints with the provision of information are related to the ignorance of the methodology that was being used to verify compliance with stability objectives. In response to this problem, the central government has promised to draft and distribute a manual on deficit calculation under national accounting standards adapted to local governments and autonomous communities. 8 During the time since the budget stability law was enacted, there has been no non-compliance with the commitments assumed by Spain in relation to the SGP and therefore it has not been necessary to apply the provisions of this law relative to the responsibility assumed by the administrations that contribute to such non-fulfillment. It has, however, been necessary to apply corrective measures to situations of disequilibrium. In November 2004, the Fiscal and Financial Policy Council of the Autonomous Communities unanimously approved the compensation plans presented by three communities that had either settled their budgets for the previous year breaching the assigned objective, or approved budgets for the next year with a deficit forecast. The approval of these compensation plans implies the acceptance of a certain level of deficit for two of the communities affected, which has led the central government to rethink the initial deficit objectives and allow for the possibility that in 2005 and 2006 the autonomous communities could have deficits of 1% of GDP.
Proposed reforms of the budget stability law
Bearing in mind the staunch opposition from some autonomous communities to certain aspects of the budget stability laws, in mid 2005 the central government presented to Parliament its proposed reforms of these two laws. The purpose is to implement a new mechanism for interaction between the different levels of government which was more respectful of the financial autonomy of the autonomous communities and to establish a more flexible and transparent process for determining stability objectives and verifying compliance.
One of the most significant aspects of the reform is the new definition of budget stability, which could be compatible with deficit situations provided that financial equilibrium between revenues and expenditures is achieved during an economic cycle. Thus, the requirement that financial equilibrium be achieved annually, which could have procyclical effects during times of reduced economic activity, is abandoned and the adaptation of budget policy to the evolution of economic cycles is fostered.
In keeping with this new concept of stability, the reform project establishes criteria for determining stability objectives based on the economic progress forecasts, linking deficit, equilibrium or surplus positions to the expected evolution of GDP for the fiscal year in question. The reform also establishes criteria for setting the partial objectives of the different subsectors and encourages the participation of the autonomous communities in this process by introducing a bilateral consultation phase between the autonomous communities and the central government and reinforcing the role of both the Fiscal and Financial Policy Council of the Autonomous Communities and the National Commission of Local Administrations.
The search for greater transparency is another of the reform's objectives: all public administrations must include, both in their initial budgets and in their budget settlements, sufficient and adequate information for verifying the stability principle and the specific objectives assigned to them in application of that principle. The reform projects of the stability laws were presented to Parliament in August 2005 and are currently in the Chamber of Deputies.
Conclusions
Since the mid-1990s, Spanish public administrations have been correcting the budget deficits which had persistently occurred for years before. Despite the fact that the public administration in Spain is heavily decentralised, to the extent that in 2003 the sub-central administrations were responsible for nearly 50% of public spending and more than 75% of public employees, the deficit problem affected the central administration primarily, since the situation of the autonomous communities and local government was one of a nearly balanced budget.
Thanks to the process of correcting budget imbalances in the public sector, the deficit of the central administration has been reduced sharply from 2.4% of GDP in 1998 to just 0.3% in 2003, and there has been a change of direction in the budget balance of the social security funds which went from a deficit of 0.3% to a surplus of 1% of GDP in the same period.
The two factors that best explain these changes in the public sector's budgets are the economic growth of recent years and lower interest rates which are consolidated with Spain's access to the third phase of the Economic and Monetary Union. On the one hand, strong economic growth and reduced unemployment have permitted a notable increase in the taxes and social contributions paid, giving rise to an increase in fiscal pressure equivalent to 1.95% of GDP. On the other hand, the effect of reduced interest rates on the financial burden of the central administration has made it possible to reduce the part of GDP allocated to the payment of interest, which in the period under study dropped from 4.3% to 2.5%. The other items, on the spending side, which have contributed to the change include the social benefits and the wages and salaries paid to public employees, the containment of which has made it possible to increase the resources allocated to other components of public spending.
In 2001, in a context in which the financial situation of the public administration as a whole was one of equilibrium, budget stability legislation was enacted to ensure that all public administrations contribute to the fulfillment of the commitments assumed by Spain under the Stability and Growth Pact. To do so, the new legislation develops co-ordination procedures between levels of government in order to determine the budget stability objectives and to control compliance, while at the same time establishing the mechanisms for detecting and correcting possible deviations. The most salient features of the new legislation are:
• The prominent role of the central government which has the authority to set the stability objectives for the entire public sector and the partial objectives for each sub-sector and to verify their compliance with those objectives.
• The responsibility of public administrations for the results of their budget actions, which takes the form of the obligation to establish compensation plans to correct budget imbalances and to assume, on a proportional basis, their responsibility for Spain's non-fulfillment of the commitments assumed under the Stability and Growth Pact.
From the limited information available at this time, it can be said that the prominent role of the central government in setting stability objectives is, for the moment, the most debated aspect of the budget stability law, with greater transparency and participation in the establishment of those objectives being requested by some autonomous communities. On the other hand, the verification of compliance with the objectives by an agency of the central government has not caused any controversy other than the request, which is in the process of being resolved, to make public the methodology used to determine the budgetary balance of the different administrations.
Regarding the responsibility of all administrations for the nonfulfillment of their individual stability objectives, this has not been a source of conflict, although it is important to note that the budget stability law has thus far been applied in a context of strong economic growth and financial sufficiency of public administrations, in which the few autonomous communities that have incurred budget imbalances have not had any problems drafting the pertinent compensation plans.
Finally, bearing in mind that some aspects of the stability law had been questioned by various autonomous communities, Parliament is in the process of passing a reform of the stability law in order to make it more flexible and transparent and to foster the participation of sub-central governments in setting the pertinent stability objectives. 
